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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

THORNTON, Judge: Respondent determ ned deficiencies of
$9,908 and $7,734 in petitioners’ Federal inconme taxes for 2000
and 2001, respectively.! Respondent also determ ned that Carol K

McCormack (petitioner) is liable for fraud penalties under

IAIl dollar anopunts are rounded to the nearest doll ar.
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section 6663 of $7,431 and $5,801 for 2000 and 2001,
respectively.?

The issues for decision are: (1) Wether petitioner is
liable for fraud penalties under section 6663; and (2) whether
respondent is tine barred from assessing petitioners’ tax
liabilities for the subject years.

FI NDI NGS OF FACT

When they filed their petition, petitioners resided in
| ndi ana. The parties have stipul ated sone facts, which we so
find.

A. Petitioner’s Educati onal and Professional Experience

In 1982 petitioner graduated from Purdue University, Calunet
Campus, with a concentration in general nmanagenment accounti ng,
whi ch included a senester course in tax accounting. Since then,
she has held various accounting and auditing jobs. For instance,
begi nni ng about 1986, she was controller for Petrolink, Inc., a
fuel oil marketing and trading operation with sales of $50 mllion
per year. In this position she supervised staff accountants,
prepared financial statements on both the accrual and cash basis
met hods, and filed State and Federal fuel oil tax and payrol

reports.

2Unl ess ot herwi se indicated, all section references are to
the Internal Revenue Code in effect for the years in issue, and
all Rule references are to the Tax Court Rules of Practice and
Pr ocedure.
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In 1989 petitioner went to work for the United Food and
Commerci al Workers Local 100-A Health and Welfare Fund (the Fund).

As adm nistrative assistant to the managing director and

presi dent, she was second in conmand of the Fund and responsible
for managing it when the managi ng director and president were
absent. She was also controller and director of personnel, with
responsibilities that included nmanaging the entire financial and
accounting function for the Fund, supervising the accounting
staff, preparing and filing the Fund’s quarterly and annual
payrol |l taxes and Federal unenploynent tax returns, and ensuring
the accuracy of Forms W2, Wage and Tax Statenent, for all Fund
enpl oyees.

B. Petitioner’s Enbezzl enrent Activities

Bet ween 1997 and COctober 2001 petitioner enbezzled over
$110,000 fromthe Fund. She used the enbezzled funds for personal
pur poses to pay her nortgage and vehicle loans, nonthly bills, and
everyday expenses. She maintained no records of the cash she
enbezzl ed or the manner in which she spent it. She reported none
of these enbezzled funds on her tax returns.

As described in nore detail below, the funds that petitioner
enbezzl ed cane from uni on nmenbers’ health i nsurance prem um

paynents and copaynents.



- 4 -

1. Enbezzl enent of Preni um Paynents

As required by the Consolidated Omi bus Budget Reconciliation
Act (COBRA), the Fund offered continued health insurance coverage
to union nenbers who |ost their jobs or had their work hours
reduced. Mbost of these union nenbers nmade nonthly COBRA prem um
paynments to the Fund in cash. Petitioner was responsible for
depositing these cash paynents into the Fund’ s bank account. She
was al so responsi ble for recording and depositing certain
rei mbursenent checks the Fund received fromhealth insurance
conpani es.

Each nmonth one of the Fund's accounting clerks (or
occasionally petitioner herself) would prepare an original and a
carbon copy deposit slip for the COBRA paynents and record the
deposit in the Fund's journal. Petitioner would renove sone of
t he COBRA- paynent cash and substitute rei nbursenent checks in the
sanme amount. She woul d destroy the original deposit slip and
prepare a new one showi ng the deposit of the checks she had
substituted for the cash she had taken. She would retain the
carbon copy of the original deposit slip and attach it to the bank
deposit receipt. She would destroy the vouchers for the
substituted checks so that they were never recorded on the
accounting records of the Fund. In this manner petitioner

enbezzl ed $27,623 in 2000 and $20, 085 in 2001.
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2. Enbezzl enent of Manmobgr am Copaynent s

The Fund operated the Union Medical Center, which provided
heal th care services to union nenbers who contributed to the Fund.
Fund plan participants were required to nake $20 cash copaynents
for mamograns perfornmed at the Union Medical Center. Petitioner
was responsi ble for accounting for the copaynents and depositing
theminto the Fund. Petitioner enbezzl ed manmobgram copaynments
totaling $3,360 in 2000 and $3,660 in 2001.

C. Crimnal Conviction

In 2005 petitioner pleaded guilty to enbezzling approxi mately
$110, 310 from her enployer. She was convicted, sentenced to 12
nmont hs and 1 day of inprisonnent, and ordered to pay $91,654 in
restitution.

D. Petitioners’ Tax Returns and the Notice of Deficiency

Petitioner prepared and tinely filed petitioners’ joint Forns
1040, U.S. Individual Incone Tax Return, for 2000 and 2001.3%® They
did not report the enbezzled funds as incone.

By notice of deficiency dated June 21, 2007, respondent
determ ned that petitioners had failed to report enbezzl ed funds
of $30,983 and $23, 745 in 2000 and 2001, respectively. Respondent
al so determ ned that petitioner was |iable for the section 6663

fraud penalty.

3The record does not indicate the exact dates petitioners
filed their returns.
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OPI NI ON

Petitioners do not dispute the deficiencies resulting from
their failure to report the enbezzled funds as inconme. They
di spute the fraud penalty inposed against petitioner and contend
that respondent is tinme barred from assessing their 2000 and 2001
tax liabilities.
A.  Fraud

Section 6663(a) inposes a penalty on the taxpayer if any part
of a tax underpaynent is due to fraud. The burden of proof is
upon the Comm ssioner to show by clear and convinci ng evi dence
that the fraud penalty applies. Sec. 7454(a); Rule 142(b). To
satisfy his burden of proof, the Comm ssioner nust establish both
that (1) an underpaynent exists for each year, and (2) sonme part

of the underpaynent is due to fraud. See DilLeo v. Conmm ssioner,

96 T.C. 858, 873 (1991), affd. 959 F.2d 16 (2d Cir. 1992).
It is well settled that enbezzl ed funds are taxabl e incone.

See, e.g., Janes v. United States, 366 U. S. 213, 219 (1961);

Rappaport v. United States, 583 F.2d 298, 302 (7th Gr. 1978).

Petitioners have stipulated that they failed to report $30, 983 and
$23, 745 of enbezzl ed funds on their 2000 and 2001 Federal incone
tax returns, respectively, and that these om ssions gave rise to
understatenents of their taxes as respondent determ ned.

Accordingly, there is no question as to the exi stence of
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under paynents. The question is whether the underpaynents are due
to fraud.

Because fraudul ent intent can sel dom be established by direct
proof of the taxpayer’s intention, fraud nmay be proved by

circunstanti al evidence. See Toushin v. Commi ssioner, 223 F. 3d

642, 647 (7th Gr. 2000), affg. T.C. Menp. 1999-171; Pittnman v.

Comm ssi oner, 100 F.3d 1308, 1319 (7th Gr. 1996), affg. T.C

Meno. 1995-243. Badges of fraud include but are not limted to:
Maki ng a substantial and consi stent understatenent of incone;
dealing in cash; failing to maintain adequate records; giving

i npl ausi bl e or inconsistent explanations of behavior;
participating in an illegal activity; and attenpting to conceal

such activity. Petzoldt v. Comm ssioner, 92 T.C. 661, 700 (1989).

Wiile no single factor is necessarily conclusive, the existence of
several indicia is persuasive circunstantial evidence of fraud.
Id.

The evi dence convincingly establishes that the underpaynents
for 2000 and 2001 were due to petitioner’s fraud. Petitioner is
an intelligent and educated woman with nearly two decades of
accounting experience. As part of her professional duties, she
prepared and filed payroll and unenploynent tax returns and
verified the accuracy of enployees’ Forns W2. She al so prepared

her famly’s inconme tax returns.
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Petitioner pleaded guilty to enbezzling approxi mately
$110, 310 from 1997 to 2001. Her mnultistep enbezzl enment schene
evinces a high Il evel of sophistication and a profound breach of
fiduciary responsibilities. She successfully conceal ed her
enbezzl enent schene for a nunber of years before getting caught.
Her failure to report any of the enbezzled funds as incone
resulted in recurring and substantial understatenents of incone.

Petitioner testified that she “just kept thinking [she woul d]
be able to put the noney back sonmehow.” This testinony is
difficult to square, however, with her adm ssion that she kept no
records of the anpbunts of cash she enbezzled and the fact that it
was only during her crimnal trial that for the first tinme she saw
sone “figures” as to the anobunt of her enbezzlenment. These
i npl ausi bl e or inconsistent explanations of her behavior, as well
as her failure to keep records, are indicia of fraud.

Petitioner’'s primary defense is that her failure to report
t he enbezzl ed cash was not due to fraud because she did not know
she was required to report it.% She clains she “never thought

about it.” \Wen a claimof ignorance or honest mstake is

“Al t hough the distinction does not affect the result in this
case, we note that respondent is not required to show that
petitioner knew tax to be owi ng on the enbezzled funds but rather
that she believed tax to be owing. See MCGee v. Comm ssioner, 61
T.C. 249, 256 (1973), affd. 519 F.2d 1121 (5th G r. 1975); see
al so Toushin v. Conmm ssioner, 223 F.3d 642, 647 (7th Gr. 2000)
(“To establish fraud, the I RS nust denonstrate by clear and
convi nci ng evidence that the taxpayer intended to evade taxes
that he knew or believed he owed.”), affg. T.C Meno. 1999-171
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asserted, we consider the taxpayer’s intelligence, education, and
tax expertise in determ ning whether the requisite fraudul ent

i ntent has been establi shed. Drobny v. Commi ssioner, 86 T.C.

1326, 1349 (1986). In the final analysis, we cannot accept that a
person of petitioner’s intelligence, training, and experience
coul d have systematically enbezzled nore than $110, 000 over 5
years and never have thought about the tax consequences.

On the basis of all the evidence, we conclude and hold that
respondent has nmet his burden of proving by clear and convinci ng
evidence that the fraud penalty applies to petitioner.

B. Statute of Limtations

CGenerally, the Comm ssioner nust assess tax within 3 years
after a return is filed. Sec. 6501(a). As an exception to this
general rule, “In the case of a false or fraudulent return with
the intent to evade tax, the tax may be assessed * * * at any
time.” Sec. 6501(c)(1). W have held that petitioner commtted
fraud. Accordingly, the period of limtations on assessnent of
petitioners’ 2000 and 2001 taxes is lifted with respect to both

petitioners. See Pert v. Conm ssioner, 105 T.C. 370, 378-379

(1995).

To reflect the foregoing,

Deci sion will be entered

for respondent.




